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Tax Shelters and Related Code Sections
Barbara M. Wright, CPA
Ernst & Ernst
Tampa, Florida
In the last issue of the Tax Forum we 
discussed with a rather broad-brush ap­
proach certain general tax sheltered in­
vestments. In considering investments of 
this type taxpayers should always give 
some though to the effect they may have 
on their overall cash/asset and tax posi­
tions. Generally speaking a tax shelter is 
most advantageous to an individual in the 
50% or greater tax bracket. Liquidity is 
also a factor since these sheltering invest­
ments are usually not readily saleable. 
Consequently, they should be made from 
funds not required for current expenses; 
i.e., the investments should come from 
surplus cash after making provision for 
normal living costs and an emergency 
reserve. Assuming the investor has met 
these two initial criteria for sound tax 
shelter planning, the next step should be 
to examine the relationship of shelters to 
other code provisions in light of the 
investor’s own tax situation.
Minimum Tax on Tax Preferences
An area of the Internal Revenue Code 
aimed at discouraging tax shelters is the 
minimum tax imposed by Section 56 on 
items of tax preference as defined in 
Section 57. Among items of tax prefer­
ence frequently resulting from tax shel­
ters are: (1) 50% of long-term capital 
gains; (2) excess of percentage depletion 
over the tax cost of the property; and (3) 
excess of accelerated depreciation over 
straight-line on real property and personal 
property that is subject to a net lease. 
Before 1972 excess investment interest 
was also considered a tax preference item. 
Since there is allowed a $30,000 exemp­
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tion plus an amount equal to the income 
taxes imposed for the current year and 
available carryovers, the minimum tax 
generally has a relatively minor effect on 
tax shelters. The rate itself (10%) is not 
high enough to be a great deterrent. For a 
highly paid taxpayer the impact of the 
tax preference items is very likely to be 
more adverse under the maximum tax 
provisions than under minimum tax. As 
indicated above, it is frequently possible 
to avoid the minimum tax completely 
because of the double cushion of (1) the 
$30,000 standard exemption and (2) in­
come taxes paid.
Maximum Tax on Earned Income
Section 1348 limiting tax on earned 
income to a rate not greater than 50% 
was enacted for taxable years beginning 
after 12/31/71 (60% for taxable years 
beginning after 12/31/70 and before 
1/1/72). Tax on earned income does not 
reduce the marginal rate for passive in­
come, and therefore in a year when there 
is relatively high earned income as well as 
unearned income, the rate for the latter 
may still be at 70%. For example, if we 
assume a married taxpayer with earned 
taxable income of $200M and dividend 
(passive) income of $20M, tax on the 
dividend income will be at 70% or $14M 
despite the fact that tax on the earned 
income would be limited to no more than 
50%. Section 1348 offers relief only for 
earned income and it does nothing for 
other income. The layer principle em­
ployed in the tax calculation results in 
dividends, interest and other forms of 
passive income being taxes as if they were 
the last income earned and consequently 
subject to the highest marginal tax rate. 
For this reason tax shelters will still be of 
considerable interest to the high bracket 
taxpayer, especially one who has un­
earned income superimposed on high 
earned income. In the above situation, for 
example, if the taxpayer had a deduction 
for intangible drilling costs of $20M it 
would be used to offset passive income 
resulting in tax savings of $14M. Thus, if 
the taxpayer had invested $20M in a 
limited partnership the actual after-tax 
cash outlay would be only $6M.
On the other hand, it should be kept 
in mind that tax preferences in excess of 
$30M are deductible in arriving at the 
amount of earned taxable income subject 
to the 50% maximum tax (Section 
1348(b)(2) (B)). For taxpayers with sub­
stantial salaries that are normally subject 
to a maximum tax of 50% the deduction 
from earned income resulting from tax 
preference items may be a costly factor 
for consideration. If their total income is 
in the 70% bracket and they have sub­
stantial tax preference items it could shift 
some earned income from a 50% tax level 
to the 70% rate. In effect a dollar of 
income normally taxed at 50% is convert­  
ed into a dollar taxed at whatever the 
higher marginal rate is for a particular 
taxpayer. The following example will 
illustrate how preference items may 
change the rate of tax imposed on earned 
income. (No provision has been made for 
the usual exemptions and deductions 
available in arriving at taxable income.)
Another point for consideration in an 
investment in a limited partnership would 
be the Service’s classification of a loss 
which the taxpayer expects to use in 
sheltering passive income. Although it 
may be presumed that earned income 
would have to meet the test of compensa­
tion received for services actually render­
ed, and that a passive partner in a limited 
partnership would fail this test, the Ser-
Earned Income 








Taxable Income $200,000 $300,000 $200,000
Tax Liability $ 92,060 $169,060 $110,980
Increased Tax on Earned Income — $ 12,000(1) $ 18,920
(1)Tax on capital gain is $65,000.
vice may take the position that the loss 
comes from a business in which both 
personal services and capital are mate­
rial income-producing factors. Based on 
this assumption losses from oil and farm­
ing ventures would be deductible in part 
from earned income. If the Service were 
successful in claiming that a limited part­
ner could receive earned income from the 
partnership, could it further claim that 
losses from this type of entity are deduct­
ible from other earned income? In 1929 a 
General Counsel Memorandum (G.C.M. 
6563) stated that a loss from one business 
is not a deduction in computing net 
profit from another, nor is it a deduction 
which is properly allocable to or charge­
able against earned income. The loss will 
reduce total net income, but it will not 
reduce the amount of earned income. 
Whether the Service today would accept 
this memorandum as a valid argument 
against reducing earned income with 
limited partnership losses is problematic­
al. Presumably if losses are used to reduce 
earned income, any later profits from the 
partnership would be subject to maxi­
mum tax provisions.
NOTE: Section 1348 has previously been dis­
cussed in the November 1970 and January 
1972 issues of The Woman CPA.
Excess Investment Interest
The limitation on excess investment inter­
est imposed by the Tax Reform Act is 
another area that affects tax shelters 
(Section 163(d)). In essence the deduc­
tion that may be taken for investment 
interest is limited as follows: (1) the first 
$25,000 is fully deductible; (2) an addi­
tional amount equal to the net invest­
ment income is also deductible; (3) any 
amount of investment interest beyond 
this is deductible to the extent of capital 
gains; (the effect of this, of course, is to 
change long-term capital gain into ordi­
nary income.) (4) one-half of the remain­
ing excess investment interest may be 
charged against income in the current 
year and the balance carried forward 
indefinitely. This limitation does not ap­
ply to business interest, so as a general 
rule interest incurred in connection with 
rental property will not be affected. 
However, if there is a net lease arrange­
ment there are limitations imposed (Sec­
tion 163(d)(4)(A)). Also exempt is inter­
est paid on home mortgages, consumer 
loans and installment purchases.
If investment interest is incurred for a 
tax shelter (other than one involving a net 
lease) or to protect tax sheltered income 
the limitation should have little effect. 
The impact is felt when a taxpayer 
attempts to shelter earned income with 
excess investment interest. Even here, 
however, the $25,000 exemption and the 
carryforward provisions will reduce its 
effectiveness.
For the years 1970 and 1971 excess 
investment interest was considered a tax 
preference item subject to the minimum 
tax provisions. However, in 1972 it was 
no longer considered a tax preference 
item but instead became limited in its 
application to income as explained above. 
The proposed regulation on tax prefer­
ences and the maximum tax (1.1348-2(d) 
(3)(ii) seems to imply that excess in­
vestment interest which has been de­
ducted will also be considered a tax 
preference item for purposes of determin­
ing the amount of earned income subject 
to the maximum tax provisions. In light 
of the statutory cut-off date under Sec­
tion 57 for excess investment interest, it 
will be interesting to see whether the 
Service can sustain the position that this 
is a preference item.
Nonprofit Activity
Although the majority of limited partner­
ships are certainly formed with the intent 
and expectation of “turning a profit”, the 
extended hobby loss provisions of the 
1969 Tax Reform Act require a prospec­
tive investor to exercise care in choosing 
the form of investment. Section 183 
covers the disallowance of deductions in 
excess of income from an activity that is 
presumed not to have been entered into 
for profit or from one where the principle 
motive is tax avoidance. In other words, 
if a potential investment situation seems 
to have no economic “raison d’etre” and 
the only justification appears to be one of 
tax savings, it should be examined closely 
with a view to the possible application of 
Section 183. This should not, however, 
discourage an investment in legitimate 
high risk ventures such as oil well explora­
tion which is presumed to be a business 
activity engaged in for profit.
Administrative Proposals
The deferral of taxes afforded by shelter­
ed investments will be seriously curtailed 
if the proposals made earlier this year by 
President Nixon are enacted into law. 
These proposals represent a two pronged 
attack on tax shelters for individuals and 
pseudo (Sub S) corporations. The present 
10% minimum tax on preferences would 
be replaced by a Minimum Taxable In­
come provision (MTI) and a new Limita­
tion on Artificial Accounting Losses 
(LAL).
Minimum taxable income would re­
quire payment of at least a minimum 
regular income tax on half the expanded 
adjusted gross income (EAGI). To arrive 
at EAGI the present tax benefits from 
long-term capital gain, exercise of quali­
fied stock options, percentage depletion 
and exempt income earned abroad would 
be added to adjusted gross income as it is 
now defined. From expanded AGI there 
would be allowed deductions for personal 
exemptions, a flat $10,000 in lieu of 
itemized or standard deductions, invest­
ment expenses equal to investment in­
come, and medical expenses and casualty 
losses to the extent they exceed 10% of 
EAGI, respectively. The tax computed on 
one-half of this net figure would be the 
amount paid if it is greater than the 
individual’s regular tax.
The limitation on artificial accounting 
losses would bar the use of the following 
as deductions from income derived from 
an unrelated source: accelerated deprecia­
tion; preopening (construction) costs; in­
tangible drilling costs on productive wells; 
and prepaid feed deals. For example, an 
investor with a deduction for prepaid 
feed expense in the current year will no 
longer be allowed to deduct this from 
earned or other income. The disallowed 
deduction in the present year will become 
a Deferred Loss Account and will be 
deductible only against future related 
income from the sale of cattle.
To date (8/10/73) Congress has taken 
no action on these proposals. However, it 
probably can be forecast with reasonable 
accuracy that some form of legislation 
restricting tax shelters will be enacted 
soon.
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